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Loan Fraud
by Phil Burch

U.S. Department of Housing and 
Urban Development (HUD)©
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Office of Lender Activities & 
Program Compliance
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Quality Assurance Division
Mission Statement

The Quality Assurance Division will 
strive to ensure that HUD approved 
lenders are originating and servicing 

FHA-insured loans in compliance with 
the Department’s requirements.
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How does HUD ensure compliance?

And…

deal with non-compliance?
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Detection & Targeting
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QAD’s Tool Kit

• Electronic Monitoring
– Neighborhood Watch

• Originations, claims 
and defaults

– Targeted
– Random

• Referrals
– State, Federal, 

Mortgagees

– AND…
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Ratted Out!

• Ex-Spouses
• Former business 

partners
• Competitors
• Anonymous calls
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Other Tools

• Credit Reports
• Auto TrackXP
• State
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HUD’s Branch Chief selects the 
Auditor
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ME !
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Preparation for audit

• FHA Connection –
– Neighborhood Watch Default Data
– California Department of Real Estate Webb 

Site
– Auto Track Data Base
– Review Complaints
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FHA Connection
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California Department of Real Estate
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California Department of Real Estate
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Mortgagee Notification
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HUD will request…

• Quality Control Reviews and reports to 
management for the past 12 months;

• A list of all employees and positions to 
include terminated employees

• Funding log
• Loan files where a repurchase request has 

been made for the last 12 months
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HUD will identify…

• Files that it wants to review…
– Files that have been identified as being in 

default or which HUD has paid a claim.
– Recently closed loans.
– Loans which your quality control has identified 

problems…
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Opening Interview



IDRE 5/16/06 21

Office Requirements
(Main Office)

• Be clearly identified to the public so that 
mortgagors will know, at all times, exactly 
with which business entity they are doing 
business.

• A mortgagee is required to have its own 
telephones.
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Case # LO Appraiser Seller Default Units
1 Valdez Barney Kopple 2 3
2 Smith King Jones 3
3 Valdez Barney Kopple 1
4 Smith King Rogers 4 2
5 Valdez Barney Garcia 4
6 Valdez Barney Burnett 0
7 Wegman Reed Muncie 2
8 Johnson Lacey Martin 5 4
9 Legg Hergert Kane 7
10 Valdez Barney Andre 4
11 Lombardi Nichols Garcia, M 2
12 Bonorden Edmunds Hunsaker 0
13 Smith King Bacon 6 2
14 Flemming Johnson Martinez 2
15 Nichols Barney Dale 0
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What did HUD Find?
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Remember the Opening Interview?
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QAD asks the mortgagee…

• Any non-employees/brokers taking 
applications for HUD/FHA insured loans?

• Any real estate brokers with whom you 
have ceased doing business within the last 
12 months?
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Mortgagee Employment 
requirements

• All employees of the 
mortgagee, except 
receptionists, whether 
full time or part-time, 
must be exployed
exclusively by the 
mortgagee at all 
times…

• HB 4060.1 REV-1, 
paragraph 2-14
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Following exhibits show loans 
originated by active real estate 

professionals
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Gift Requirements

• Acceptable Sources
– Borrower’s relative
– Borrower’s employer
– Labor union
– Charitable organization
– Governmental agency

• Unacceptable Sources
• Donor may not be 

person/entity with 
interest in the sale of the 
property, such as the 
seller, real estate agent, 
broker, builder or any 
entity associated with 
them
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Gift Requirements
Conditions:
No repayment of the gift 

may be expected or 
implied

Only family members may 
provide equity credit on 
property being sold to 
family members

• Audit Trail
• Lender MUST document 

the gift funds!

• Refer to Handout on gift 
funds
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We also perform field reviews of 
appraisals.
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Flipping

• …a practice whereby a recently 
acquired property is resold for a 
considerable profit with an 
artificially inflated value, often 
abetted by a lender’s collusion 
with the appraiser.
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If FHA insurance is used…

• Seller must be the owner of record and the 
transaction may not involve any sale or 
assignment of the sales contract.

• Re-sales occurring 90 days or less following 
acquisition.  Not eligible for FHA 
insurance.
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Flipping (Cont’d)

• Re-sales occurring between 91-180 days 
following acquisition:

– If resale price is 100% or more over the price 
paid by the seller then the lender is required to 
obtain a second independent appraisal.

– Second appraisal cannot be charged to 
borrower.
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Flipping (Cont’d)

• If between 91 days and 12 months…
– 91 days and prior to the end of 12 months FHA 

reserves the right to require additional documentation 
from the lender to support the re-sale value if the sales 
price is 5% or greater than the lowest sales price of the 
property the preceding 12 months.

– May include an appraisal from another appraiser.

Mortgagee Letter 2003-7
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Prohibited Payments
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A mortgagee may not pay a fee:

• To any person or entity for referral of the loan or 
as a “finder’s fee.”

• To any person or entity which has received or is to 
receive any other payment or consideration for 
services realted to the transaction, except a 
commission in connection with the sale of a 
hazard insurance policy at the request of the 
mortgagor.
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• Pay any compensation that is prohibited by 
the Real Estate Settlement Procedures Act 
(RESPA)

• HB 4060.1 REV-1
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Other prohibited Compensation

• Advance funds to a real estate agent, real 
estate broker, mortgage broker, or packager 
as an advance of anticipated commissions 
on sales to be financed with a HUD- insured 
mortgage loan to be provided by the 
mortgagee.
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Closeout…
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Findings 
(Unofficial)

• Deficient QC Plan;
• HUD not notified of 

serious irregularities;
• Permitted 3d party 

originations;

• Fraudulent 
origination; (gifts 
letters, VOE’s, 
Doc’s);

• Poor appraisals
• Inadequate facilities
• AND MUCH MORE!
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What is next?

• Mortgagee Board 
Referral!

• State agency referral
• Inspector General 

Referral
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Potential Remedies by HUD
(Administrative)

• Civil Money Penalties ($5,500 per each 
violation)

• Indemnification
• Revocation of approval
• Limited Denial of Participation
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Should our mortgagee retain HUD 
Approval?

• If they do…
• In the immortal words of Arnold…(the 

Governor of California)
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I’ll be back…
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